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TAX SUPPLEMENTS FOR MUNICIPALITIES 


By JOHN F. SLY 
Director, Princeton Surveys, 
Princeton University 
Central financing has gone far — in many cases, much too far. If local self- 
government is to be sustained and State tax structures kept within bounds, munici- 
palities must be given workable tax bases, a direct incentive to reduce expenditures, 
and a greater responsibilty for fiscal policy. 


“Me money for local services” has for many years 

been among the most persistent political slogans in 
public life. Translated into service demands, it means more 
money for the schools, more money for county and muni- 
cipal highways, roads and streets, more money for public 
health and welfare as well as more money for local govern- 
mental purposes in general. When the question arises: 
Where is this ‘more money’ to come from? there is a 
ready answer: Increased federal grants-in-aid, increased 
State grants-in-aid, increased state-collected locally-shared 
taxes or combinations of these. In any case, new or addi- 
tional tax monies at the state or federal levels are called for, 
the troublesome’ details are left to Congress or to the legis- 
lature, and the increased levies to the state-wide or nation- 
wide taxpayer. 

For the past fifty years this has been in a general way 
the pattern that state fiscal policy has followed. It is true 
that some of the larger municipalities have been able to 
pry additional tax bases from reluctant legislatures—par- 
tucularly sales, gross receipts and occupancy taxes—and 
that a variety of minor levies are annual additions to local 
tax programs. On the whole, however, a dependence on 
divided or apportioned revenues is a national characteristic 
of municipal finance. It arose from a desire to “‘relieve”’ 
the over-taxation of real estate, and the transition from a 
property tax base to an activity tax base has become the. 
keystone of state and local revenue structures. Not only 
did the industrialization of a nation require that the 
property tax be supplemented; but to meet the service 
requirements of an increasingly complex community life, 
the proceeds of “‘new’’ taxes had somehow to be distributed 
among the local subdivisions. ‘‘Distribution’” became, 
therefore, a primary factor in public finance and two major 
devices were developed to give it effect — the grant-in-aid 
and the state-collected locally-shared tax. 





The grant-in-aid is a fairly old device. It is at least a 
century since it was developed in England, and in its 
current form, the American states have recognized its 
usefulness for fifty years. Shortly after the turn of the 
century; the federal government made a permanent be- 
ginning with modern techniques in grants-in-aid for 
forest fire protection and certain forms of agricultural 
education ; and took its first real dip into the field with its 
national highway program. From that time to the present, 
the enormous increase of these grants — both at the state 
and federal levels —is a matter of common knowledge. 
A recent Senate report estimates that the dollar volume of 
federal grants to state and local governments (1947) ex- 
ceeds a billion dollars; and the grants-in-aid from the 
states for local school purposes alone are reported by the 
Bureau of the Census (1945) to be $831 million. 

State-administered, locally-shared taxes (except for 
modest beginnings) were likewise a product of the early 
twentieth century; and are reported by the American 
Municipal Association to have reached a dollar volume 
(1946) approaching $400 million. They developed, in 
part, from the “separation” of state and local revenue 
sources. This meant that the state withdrew from the 
property tax field and depended for its revenue upon ‘‘new”’ 
taxes measured largely in terms of production, sales, in- 
come or privilege. Under this arrangement, however, the 
balance of revenue receipts in terms of service needs, be- 
came heavily weighted on the side of the state, and the 
tax bases available to the municipality (largely the general 
property tax) were not sufficient to meet expanding local 
requirements. The result has been that municipalities have 
come to look upon increased state-collected taxes as vital 
supplements to their fiscal requirements; and have tended 
to avoid responsibility for local tax levies, in favor of the 
“shared tax” which is easier, surer, and of far less political 
embarrassment to candidates for local office. 
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This unbalance of revenue raising ability in proportion 
to service needs as between the state and its municipalities, 
has been reflected even more strongly in federal-state rela- 
tions. It has emerged into a problem often referred to as 
“integrating” federal and state tax structures. The principle 
of “separation’’ which the states worked out with their 
municipalities over a long period of years, was from the 
beginning recognized in the federal Constitution, wherein 
custom duties were, in effect, reserved to the federal govern- 
ment; and through the direct tax clause, the property tax 
for all practical purposes, reserved to the states. When, 
however, both the federal government and the states sought 
“new’’ revenue sources, a duplication of taxes resulted; 
and inheritance taxes, corporation taxes and income taxes 
developed a competition which placed unanticipated bur- 
dens upon individual taxpayers, led to a waste of adminis- 
trative effort, and caused increasing embarrassment to 
taxing authorities. 


* * * 


Several methods have been proposed, and some of them 
tried, to meet the problems arising from a duplication of 
effort and the mal-adjustment of tax resources as compared 
to service needs. There has been a strong tendency towards 
realignment of governmental services—that is local services 
become state services and state services (either actual or 
anticipated) become federal services. The state (or coun- 
ties) assumed new responsibilities for relief and institu- 
tional care, education, highways and police. The federal 
government has gone heavily into the service side of full 
employment, conservation, and agriculture, while the more 
recent federal social security program has added a tremen- 
dous segment of service to Federal responsibilities. 

A system of tax credits has received consideration and 
has been applied to a limited extent. This device recognizes 
the competitive tax elements among the states which tend 
toward the development of narrow tax bases—that is, bases 
which because of competitive conditions, became inade- 
quate to support either grants-in-aid or shared taxes. This 
system was applied to the federal estate tax as opposed to 
state inheritance or estate taxes; and provision was made 
so that when the federal estate tax was paid, the taxpayer 
was credited with so much of the tax (80 per cent) as 
might be payable to the state. 

There are two other aspects of the credit device. It can 
be used to compel the adoption of a state service as exem- 
plified in the 90 per cent credit on taxes paid by employers 
under an approved unemployment compensation plan; and 
it is used more modestly to protect a taxpayer from a 
cumulative burden by permitting the deduction of state and 
local taxes from the federal income tax base. While the 
income states have made a comparable effort in allowing 
deductions for local taxes paid, they have employed almost 
exclusively the conditional grant as a device to compel 
service adjustments. There seems little occasion for the use 
of the tax credit to compel changes in the local revenue 


structure, for the obvious reason that the state has a direct 
control over all of its municipalities which may be exercised 
at will. 

There is a proposal of great promise in central-local 
fiscal adjustment, which has so far received only a modest 
application. It has been suggested that the coordination of 
federal and state revenue systems might best be brought 
about by a series of supplements or additions. Under such 
a system the Federal government would be the principal 
collecting agency for nation-wide taxes, but the state 
governments would be permitted to add supplements or 
additions to the federal levy. It has been suggested that 
the system could be satisfactorily applied to the personal 
income tax, and even in other fields where tax bases are 
suitable to this type of treatment. Some years ago, Professor 
Seligman gave considerable encouragement to this point 
of view and wrote of it as follows: 

The advantages of such a system are obvious. In 
the first place the objective of suitability would be 
attained ; the tax, whether direct or indirect, would 
be collected by the agency economically and ad- 
ministratively most suitable. In the second place, 
there would be no element of subjection or com- 
pulsion. If the state did not desire that particular 
kind of revenue, it would not be compelled to 
adopt it. In the third place, there would be no 
duplication of taxes, and thus an immense saving 
in the cost of collection. In the fourth place we 
should possess an elasticity in the state revenues, 
because the state would be at entire liberty to 
arrange its supplement or additions in conformity 
with its particular needs. Finally, the state would 
still have quite enough fiscal problems of its own, 
not only in levying such taxes as would be rela- 
tively unsuitable for federal administration such 
as local license taxes and the like; but also in the 
supervision and control of the local revenues and 
especially of the real estate taxes. 

There have, however, been many objections to each of 
these efforts and proposals. While the division of tax 
yields through the grant-in-aid and the state-collected, 
locally-shared tax has been on the whole the most satisfac- 
tory form of coordination, it has not by any means solved 
the problem. The difficulty of distribution associated with 
the grant-in-aid has always been a troublesome one, and 
the complexities which plague the development of for- 
mulas to give money to counties, municipalities or school 
districts on the basis of “need” have been almost infinite. 
The centrally-collected, locally-shared tax implies a single 
collecting agency—the federal government or the state— 
and carries with it a degree of dependence and even in- 
feriority which is not conducive to strong local government. 
The readjustments of services as between different levels 
of government have frequently run afoul of home rule, 
tended towards heavy centralization and created a fear of 
bureaucratic government. The credit system was always of 
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limited applicability and involved a certain amount of com- 
pulsion to adjust state tax structures in order to obtain 
Federal benefits. The proposed systems of supplements -« 
additions have obvious disadvantages at the federa’ .evel, 
which have been important enough to restrain ac*’ Jn in this 
direction—they tend to loss of elasticity ir .iate tax sys- 
tems, states are reluctant to have their t:. laws subject to 
“amendment” by Congress and th :¢ are constitutional 
questions which might prove tro... .esome. 

It is true, however, that th .e has been value in each of 
these proposals and devices; and that collectively some of 
them have, in a rugzei sort of way, tended to ease the 
unbalance of tax ‘e*surces and service needs at the various 
levels of gov-rsrunent. But the current question is this: 
Has the tir-e come to reduce the dependence of local gov- 
ernment un federal and state revenue sources and to return 
to a nore definite fiscal responsibility at the local level? 

* * * 

Reliance on central government for large measures of 
fiscal support has assumed such magnitudes as to weaken 
state and local responsibility for local expenditure policies, 
and to place heavy strains on federal and state revenue 
programs. On the federal side, large demands for aid to 
the states have required an expansion of federal taxes 
which has greatly limited the tax bases of the states. On 
the state side, the well-organized service interests, particu- 
larly schools, counties and municipalities, constantly press 
the legislature for “more money” from state taxes with a 
minimum of control and a minimum of local effort. 

Public money is, generally speaking, more carefully 
raised and more carefully spent when the levying body 
must show results to a constituency with which it must live 
closely and to which it must report periodically. Congress 
is still remote from immediate influences. Its pressures are 
not only from group interests but from broader sectional 
considerations as well. The state legislature is subject to 
more cohesive group pressures. But the community is a 
part of service responsibilities. It benefits directly from its 
tax investment and tends to judge the results in day-by-day 
service experiences. 

Political responsibility for a tax burden is clear cut at 
the local level. It is diffused at the state level. It is almost 
beyond comprehension at the federal level. This means that 
popular, democratic influences can be brought to bear more 
directly (and more quickly) at the community level. Reduc- 
tion or resiraint in a local tax rate is always a political 
advantage. The reduction of a state tax rate is often too 
diluted and its effects too narrow to warrant a political 
tisk. A reduction of a Federal tax rate is usually so de- 
pendent upon over-all social and economic conditions as to 
lose all connection with service requirements. 

And, finally, local costs are closely related to local values 
and experiences. Should the teachers receive more pay? 
Who knows better than the iocal school board—in what 
categories, how much and under what conditions? To deny 
this is to deny dernocratic government at the community 


level. Home rule requires not only that a munipicality man- 
age its own affairs, but that it assume a major fiscal 
responsibility for them. Without adequate local finance 
there can be no permanency to local self-government, and 
no relief to over-burdened state tax structures. If a local 
tax base is depleted, it is to the advantage of the state to 
provide another one. 

These comments are not intended to convey the impres- 
sion that the various coordinating devices used in the past 
should be abandoned. On the contrary, the grant-in-aid and 
the shared tax are essential features of a Federal system. 
They recognize national and state-wide purposes; permit 
guidance and counsel pertaining to service standards; and 
supplement local resources where local taxing capacity— 
no matter how stimulated—falls short of community re- 
quirements. But to permit the pendulum to continue its 
swing towards central financing, is to threaten the system 
of federal government and of local self-government as well. 
The swing has gone too far—in some instances, much too 
far—and a redress of the balance is in order. 

je 9 

While constitutional difficulties under present state con- 
stitutions might offer some difficulties to supplementary 
revenues in federal-state relations; state-municipal relations 
seem peculiarly well adapted to the proposal. Under a sup- 
plementary tax structure a state would do two things: it 
would act for itself in collecting revenue to balance its own 
budget, and it would act as an agent to the municipality in 
collecting a supplementary local rate upon a state tax base. 
In selecting such a base, the legislature would have cer- 
tain requirements conditioning its choice. 

First: the selected tax base must, as far as pos- 
sible, be one identified with the municipality. For 
example, a corporate income tax would not do— 
it would be difficult to allocate corporate income 
earned in a municipality to corporate income 
earned elsewhere. A personal income tax, how- 
ever, might be suitable, as an allocation factor 
would be of little importance. Taxes measured in 
terms of sales, gross receipts, or value of the 
product would likewise be appropriate, for allo- 
cation problems could probably be reduced to a 
workable minimum. 

Second: a maximum rate for both state and 
municipality would be established by statute to 
assure no excessive exploitation of the base. The 
state rate would be absolute—if it were 2 mills, 
the state would levy the full 2 mills. The munici- 
pal rate would vary with the needs of the gov- 
erning body up to a pre-determined maximum— 
perhaps an additional 2 mills. The municipality 
could levy none, or part, or all of the supple- 
ment. ; 

Third: The additional 2 mills would be consid- 
ered as a tax supplement to be collected by the 
state upon vote of the local governing body and 
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would be returned by the state to the municipality 
for local use. Should the school district, or county, 
be considered as a participant in the tax supple- 
ment, allocation or apportionment of the maxi- 
mum levy would be arranged as the legislature 
might determine. 


* * * 


The centrally assessed tax with supplements for local 
purposes had its modern origin and broadest use in 
France. Here (until the reforms of 1917-1920) there were 
four taxes set aside for state purposes: first, the land and 
building tax; second, a business tax; third, a personal 
tax, and, fourth, a door and window tax. To each of these 
state taxes, a supplement was added by the local jurisdic- 
tion. It was measured as a percentage of the state tax and 
known as the centimes additionnels. ‘There were,” writes 
Professor Seligman [1928], “other revenues, chiefly from 
indirect taxes for state purposes, and from the octrois for 
local purposes; but the fact remains that so far as the bulk 
of local revenues is concerned, they were derived from 
this simple addition to the direct state taxes. Under the new 
regime [since 1920}, where the four impersonal taxes 
have been replaced by the income tax, the local revenues 
consist of the centimes additionnels to the state income 
tax.” 

While this system was never popular in Anglo Saxon 
countries where central financing became the accepted 
policy, modifications of it have appeared in many Ameri- 
can taxing jurisdictions. For example: New York munici- 
palities are authorized to add a.1 per cent tax on the gross 
income of utility companies to a state emergency tax of 
2 per cent on public utility services. The State Tax Com- 
mission prepared a sample ordinance which has been fol- 
lowed by most of the municipalities which have levied the 
supplement. At the present time, fifty-nine cities, including 
all of the largest cities in the state, have imposed the 1 per 
cent tax. In this case, however, the state collects only its 
share of the tax, while the local supplement is paid directly 
to a designated local officer. 

The Virginia bank stock tax permits a local supplement 
to the state rate of ten mills per dollar on the value of the 
stock, Cities of less than ten thousand inhabitants may add 
not to exceed four mills per dollar, and towns may add 
not to exceed eight mills per dollar, by way of supplement- 
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ing the state rate. North Carolina levies a tax on persons 
operating or maintaining chain stores within the state. The 
rates are graduated according to the number of stores, with 
the added provisions that cities and towns may, in addi- 
tion, levy a tax of not over fifty dollars for each store. 
Florida levies annual license fees on businesses—different 
businesses paying different fees as established by law 
County and city supplements may be imposed equal to 50 
per cent of the state rate. 

Provisions such as these are fairly common throughout 
the American states. They are, to be sure, rather pale com- 
promises with the full meaning of tax supplements for 
municipalities. The bases are small. The supplements are 
aimed at sharing the cost of a privilege, rather than at 
increasing local resources and the administration is generally 
shared. They show, nevertheless, that the basic principle 
of supplementary taxes is not entirely strange to American 
practice and there seems no reason why a broader applica- 
tion of the principle at the local level would not be accept- 
able tax procedure. 

In the meantime, the search for ‘new sources of revenue” 
to supplement the property tax continues, but without 
important discoveries in the field. Each year various levies 
are extended throughout municipalities, but they are not 
“new” nor, in most cases, are they particularly productive. 
They tend toward service charges for sewerage, and water 
service and for garbage collection. Amusement taxes, park- 
ing meters, increased business licenses and local utility 
taxes make up the bulk of the additions; but none of them 
have succeeded in bringing substantial “‘relief’’ to real 
estate nor in bringing a major increase in local fiscal 
responsibility. 

The truth is that the large revenue producing bases (with 
the exception of the property tax) have been preempted 
by state and federal governments and the proceeds redis- 
tributed, in part, among local subdivisions with very rough 
approximations of local “need.’’ Large municipalities have 
tried to establish their own tax structures; but all such 
independent efforts tend toward a patch-work tax system, 
and increase the competitive influences that pull and haul 
at the taxpayers dollar. There may well be a place for the 
supplementary tax; and its development bears promise of 
simplicity, fairness and local adequacy, in addition to a 
stronger fiscal responsibility so important to local self- 
government. 
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